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The Proposed U.S. South Korea Free Trade Agreement
(KORUS FTA): Provisions and Implications

Summary

On June 30, 2007, U.S. and South Korean trade officials signed the proposed
U.S.-South Korean Free Trade Agreement (KORUS FTA) for their respective
countries. If approved, the KORUSFTA would bethelargest FTA that South Korea
has signed to date and would be the second largest (next to North American Free
Trade Agreement, NAFTA) in which the United States participates. South Koreais
the seventh-largest trading partner of the United Statesand the United Statesis South
Korea s third largest trading partner. Various studies conclude that the agreement
would increase bilateral trade and investment flows.

Thefinal text of the proposed KORUS FTA covers awide range of trade and
investment issuesand, therefore, could havewide economicimplicationsfor boththe
United Statesand South Korea. The KORUSFTA includesissues on which thetwo
countries achieved early agreement, such as the elimination on tariffs on trade in
most manufactured goods and the partia liberalization in services trade. The
agreement also includes provisions on a number of very sensitive issues, such as
autos, agriculture, and trade remedies, on which agreement was reached only during
the final hours of negotiations.

If the agreement is to enter into force, Congress will have to approve
implementation legislation. The negotiations were conducted under the trade
promotion authority (TPA), also called fast-track trade authority, that the Congress
granted the President under the Bipartisan Trade Promotion Act of 2002 (P.L. 107-
210). The authority allows the President to enter into trade agreements that receive
expedited congressional consideration (no amendments and limited debate). The
White House has not indicated when it will send the draft implementing legislation
to Congress. (The TPA sets no deadline for the President to do this.)

While a broad swath of the U.S. business community supports the agreement,
the KORUS FTA faces opposition from some groups, including some auto and steel
manufacturers and labor unions. Agricultural groups and some Members of
Congress now are monitoring the flow of U.S. beef to South Korea following the
Seoul government’s decision to accept such imports — a move that South Korea
hopeswill makeit easier for the White House to submit the agreement to Congress.
Some U.S. supporters view passage of the KORUS FTA asimportant to secure new
opportunities in the South Korean market, while opponents claim that the KORUS
FTA does not go far enough. Other observers have suggested the outcome of the
KORUSFTA could haveimplicationsfor theU.S.-South Korean allianceasawhole,
as well as on U.S. trade policy and Asia policy. Differences between the White
House and the Democratic leadership in the Congress over the implications of the
KORUS FTA have made the timing and even the likelihood of the President’s
submission and Congress's subsequent consideration of implementing legislation
uncertain. Thisreport will be updated as events warrant.
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The Proposed U.S. South Korea Free Trade
Agreement (KORUS FTA): Provisions and
Implications

OnJune 30, 2007, United States Trade Representative Susan Schwab and South
Korean Foreign Trade Minister Kim Hyung-chong signed the proposed U.S.-South
Korean Free Trade Agreement (KORUS FTA) for their respective countries.* If
approved, theKORUSFTA would bethelargest FTA South Koreahassigned to date
and would bethe second largest (next to the North American Free Trade Agreement)
inwhich the United States currently participates. South Koreaisthe United States's
seventh-largest trading partner and the KORUS FTA, if enacted, is expected to
expand bilateral trade and investment flows according to some studies.

Thefinal text of the proposed free trade agreement (FTA) coversawide range
of tradeandinvestment i ssuesand, therefore, could havewideeconomicimplications
for both the United States and South Korea. The subjectsinclude ones on which the
two countries achieved early agreement, such as the elimination on tariffs on trade
in most manufactured goodsand theliberalizationin servicestrade. But thetext also
includes a number of very sensitive issues on which agreement was reached only
during the final hours of negotiations — autos, agriculture, and trade remedies,
among others.

Congresswill haveto approveimplementation legislation for the KORUSFTA
before it can enter into force. The negotiations were conducted under the trade
promotion authority (TPA), also called fast-track trade authority, that the Congress
granted the President under the Bipartisan Trade Promotion Act of 2002 (the act)
(P.L.107-210). Theauthority allowsthe President to enter into trade agreementsthat
receive expedited congressional consideration (no amendmentsand limited debate).
The White House has not indicated when it will send the draft implementing
legislation to Congress. (The TPA sets no deadline for the President to do this.)
South Korea's President, Lee Myung-bak, has said he hopes to have the South
Korean National Assembly and pass the agreement soon. However, an uproar in
South Korea over the April 2008 beef agreement appears to have made many
politicians in Seoul wary of trying to pass the agreement before the U.S. Congress
votes.

! For more specific information, you may contact the following CRS analysts: William
Cooper, x7-7749 (general questionsonthe KORUSFTA); Stephen Cooney, x7-4887 (autos
and other industrial goods); Vivian Jones, x7-7823 (traderemedies); Remy Jurenas, X 7-7281
(agricultural trade); and Mark Manyin, x7-7653 (the U.S.-South Korean bilatera
relationship and security issues).
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The United States and South Korea entered into the KORUS FTA as a means
to further solidify an already strong economic relationship by reducing barriers to
trade and investment between them and to resolve long festering economic issues.
The United States specifically sought increased access to South K orean markets for
agricultural products, services, and foreign investment. Of importance to South
Korea was a change in U.S. trade remedy procedures which it considers to be
discriminatory and U.S. recognition of products made in an industrial park in North
Koreaas eligible for preferential treatment under the KORUS FTA.

Supporters of the FTA argue that failure to approve the KORUS FTA would
allow those opportunities to slip away. However, some opponents of the KORUS
FTA have argued that the agreement failed to go far enough in addressing South
Korean trade barriersand would be alost opportunity if approved initscurrent form.
A congressionally mandated study by the United States International Trade
Commission (USITC) concluded that investment and trade between the United States
and South Korea would increase modestly as a result of the KORUS FTA.2 This
result isin line with other similar studies. In general and in the short-to-medium
term, the KORUS FTA’s largest commercia effects are expected to be
microeconomicin nature. TheU.S. servicesand agricultureindustries, for instance,
are expected to reap significant benefits if the agreement isimplemented.

Many observers have argued that in addition to its economic implications, the
KORUS FTA would have diplomatic and security implications. For example, they
have suggested that it would help to deepen the U.S.-South Korean alliance. The
United States and South Korea have been alies since the United States intervened
on the Korean Peninsula in 1950 and fought to repel a North Korean takeover of
South Korea. Over 33,000 U.S. troopswere killed and over 100,000 were wounded
during the three-year conflict.> South Korea subsequently has assisted U.S.
deploymentsin other conflicts, most recently by deploying over 3,000 troopsto play
anon-combat rolein Irag. However, some counter this by positing that the KORUS
FTA need not be seen asanecessary, | et alone sufficient, condition for enhancing the
U.S.-ROK dliance. Mutual interestson critical issuespertainingto North Koreaand
the rest of the region will continue to require close cooperation between the two
countries in the national security sphere. Indeed, in many respects, the KORUS
FTA’ sfate may have more profound implicationsfor U.S. trade policy and East Asia
policy thanfor U.S.-South Korean relations. For instance, some have al so suggested
that a KORUS FTA would help to solidify the U.S. presence in East Asia to
counterbal ance the increasing influence of Chinawhilefailureto passit could harm
the alliance.

Thisreport is designed to assist Members of the 110™ Congress as they consider
the costs and benefits of the KORUS FTA. It examines the provisions of the
KORUSFTA inthecontext of theoverall U.S.-South K orean economic rel ationship,

2 United States International Trade Commission (USITC). U.S-Korea Free Trade
Agreement: Potential Economy-wide and Selected Sectoral Effects. Investigation No. TA-
2104-24. USITC Publication 3949. September 2007.

® For more on the U.S.-South Korean aliance, see CRS Report RL33567, Korea-U.S.
Relations: Issuesfor Congress, by Larry A. Niksch.
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U.S. objectives, and South Korean objectives. Thereport will be updated as events
warrant.

The KORUS FTA in a Nutshell

The KORUS FTA was the product of much compromise. As negotiators from
both countriesstated, each country was able to accomplish some of itsobjectives, but
neither side got everything it wanted. For example, South K orea made concessions
in agriculture and services while the United States made concessions on rice and
textiles. Yet, U.S. car manufacturers felt that South Koreadid not go far enough in
addressing barriersto auto imports and South Koreawould have liked to have more
U.S. concessions on trade remedies.

Some highlightsof theresults of the agreement are provided below. Background
information on a more detailed examination of the agreement’s provisions is
provided in the main sections of this report.

Agriculture

Under the KORUS FTA'’s agricultural provisions, South Korea immediately
would grant duty-free statusto almost two-thirdsof current U.S. agricultural exports.
Tariffs and import quotas on most other agricultural goods would be phased out
within 10 years, with the remaining commodities and products subject to provisions
that phase out such protection by year 23. Exportsof seven U.S. products (skim and
whole milk powders, evaporated milk, in-season oranges, potatoes for table use,
honey, and identity-preserved soybeans for food use) would be subject to import
quotas that slowly expand in perpetuity.

Much effort went into negotiating provisions covering three agricultural
commodities of export interest to the United States. Under the KORUSFTA, South
Korea agreed to eliminate its 40% tariff on beef muscle meats imported from the
United States over a 15 year period. Also, South Korea would have the right to
impose safeguard tariffs on atemporary basis in response to any potential surge in
imports of U.S. beef meats above specified levels. However, negotiators did not
reach a breakthrough by the end of the talks on the separate but parallel issue of how
to resolve differences on the terms of access for all U.S. beef in away that would
address K orea’ shuman health concerns arising from the 2003 discovery of mad cow
diseaseinthe U.S. cattle herd. Salesof U.S. boneless beef from cattle aged lessthan
30 months, though, did resumein April 2007 under thetermsof aseparate agreement
reached in early 2006. However, Korean inspectors’ discovery of prohibited cattle
parts in some boxes of shipped beef that did not meet those terms in October 2007
temporarily placed on hold retail salesof U.S. bonelessbeef. The new South Korean
president, seeking to remove this impediment to congressional consideration of the
KORUSFTA, instructed hisnegotiatorsto resolve thislongstanding bil ateral dispute.
On April 18, 2008, both countries reached an agreement that will allow salesin the
Korean market of boneless and in-bone U.S. beef from all cattle, irrespective of age,
aslong asrisk materialsknown to transmit mad cow disease areremoved. However,
Korean public concerns about the safety of U.S. beef and strong opposition to this
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agreement prompted the Korean government to seek changes. In late June, both
countriesconfirmed a*“voluntary private sector” arrangement that will allow Korean
firms to import U.S. beef produced only from cattle less than 30 months old, and
announced some changesto the April agreement. Both countriesview the voluntary
arrangement asatransitional step intended to improve Korean consumer confidence
in U.S. beef.

The KORUS FTA does not give U.S. rice and rice products any preferential
access to South Korea's market. The agreement only requires South Korea to
continue to abide by its multilateral trade commitments to increase rice imports.
Accessfor U.S. citrus products was not settled until just before the talks concluded.
With South Korea protecting its orange sector by a 50% tariff, negotiators
compromised on amulti-part solution. A small duty free quotawas created for “in-
season” U.S. navel oranges that would grow slowly in perpetuity. Salesduring this
September to February period in excess of thisquotawould continueto facethe high
50% tariff. For “out-of-season” orangesthat poseless competition to South Korea's
orange producing sector, the tariff would be phased out by year 7.

Automobiles

Tradein autos and autoparts proved to be among the most difficult issuestackled
by U.S. and South Korean negotiators, pitting an increasingly competitive South
Korean industry seeking to increase its market sharein the United Statesand aU.S.
industry that wants South Korea to eliminate policies and practices that seemingly
discriminate against U.S. auto imports. The KORUS FTA would:

e eliminate most South Korean tariffs on U.S.-made motor vehicles.
South Koreawouldimmediately eliminateits8%tariff on U.S.-built
passenger cars and its 10% tariff on pickup trucks.

e reduce discriminatory effects of engine displacement taxes. South
Koreawould simplify itsthree-tier “ Special Consumption Tax” and
would asosimplifyitsfive-tier “* Annual VehicleTax” both of which
are based on engine displacement by making it athree-tier system.

¢ harmonize standards and create an “ Automotive Working Group.”
Theagreement providesfor self-certification on safety and emissions
standards for a limited number of U.S.-exported vehicles, and a
commitment that South Korea will evaluate emissions using the
methodology applied by the State of California. South Korea also
agreed “not to adopt technical regulations that create unnecessary
barriersto trade and to cooperate to harmonize standards.”

e eliminate of U.S tariffs and provide for “ snapback” clause. The
United States would immediately eliminate its 2.5% duty on
gasoline-fueled passenger vehicles with engine displacement up to
3000 cc, would phase out over three years the 2.5% duty on South
Korean imports with larger engine capacity or that are diesdl-
powered , and would phase out over ten yearsthe 25% duty on South
Korean pickup trucks.
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Other Key Provisions

The KORUS FTA would cover abroad range of other areas. According to the
Office of the United States Trade Representative (USTR), most U.S.-South Korean
trade in consumer and industrial products would become duty-free within three
years after the agreement entersinto force, and virtually all remaining tariffs would
belifted within 10 years. Thetwo countries agreed to liberalize trade in services by
opening up their markets beyond what they have committed to do inthe World Trade
Organization (WTO). About 60% of U.S.-South Koreatradeintextilesand appar el
would becomeduty-freeimmediately, and the KORUSFTA would provideaspecial
safeguard mechanism to reduce the impact textile and apparel import surges.

Trade remedies were acritical issue for South Korea and a sensitive issue for
the United States. The FTA provides the United States could exempt imports from
South Korea from a“global” escape clause (section 201) measure if they are not a
major cause of serious injury or a threat of serious injury to the U.S. domestic
industry. The FTA would also provide for a binational consultative committee to
review trade remedy decisions involving one another.*

In addition, South Koreaand the United States agreed to establish anindependent
body to review recommendationsand determinationsregarding South Korean pricing
and government reimbursement for phar maceuticals and medical devices and to
improve transparency in the process for making those determinations.
Furthermore, one year after the KORUS FTA enters into force, a binational
committee would be formed to study the possibility of eventually including products
from “Outward Processing Zones,” such asthe Kaesong Industrial Complex, that
use North Korean labor.

Estimates of the Overall Economic Effects of a
KORUS FTA

Economists have released severa studies estimating the potentia effects of the
KORUSFTA. Asrequired by the TPA statute, the USITC conducted a study of the
KORUSFTA at therequest of the President.> The USITC study concludesthat U.S.
GDPwouldincreaseby $10.1 billionto $11.9 billion (approximately 0.1%) whenthe
KORUS FTA isfully implemented, a negligible amount given the size of the U.S.
economy. The USITC based this estimate primarily on the removal of tariffs and
tariff-rate-quotas, that is, barriers that can be relatively easily quantified. The study
concludes that U.S. exports of goods would likely increase by $9.7 billion to $10.9
billion, primarily in agricultural products, machinery, electronics, transportation

* Trade Remedy Piece of Korea FTA Ignores Korean ADF Demands. Inside U.S Trade.
April 13, 2007.

> Section 2104(f) Trade of 2002. P. L. 107-210. United States International Trade
Commission (USITC). U.S-Korea Free Trade Agreement: Potential Economy-wide and
Selected Sectoral Effects. Investigation No. TA-2104-24. USITC Publication 3949.
September 2007.
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equipment, including passenger vehiclesand parts. U.S. importswouldincrease $6.4
billion to $6.9 hillion, primarily in textiles, apparel, leather products, footwear,
machinery, electronics, and passenger vehicles and parts.®

The range does not take into account the impact of the reduction of barriers to
trade in services and to foreign investment flows and the impact of changes in
regulations as a result of the KORUS FTA. The study notes that U.S. exports in
serviceswould increase asaresult of South K orean commitmentsunder the KORUS
FTA, and that changes in the regulatory environment in both countries would also
help to increase bilateral trade and investment flows.

The study estimates that changes in aggregate U.S. employment would be
negligible given the much larger size of the U.S. economy compared to the South
K orean economy. However, while some sectors, such aslivestock producers, would
experience increases in employment, others such as textile, wearing apparel, and
electronic equipment manufacturers would be expected to experience declines in
employment.’

Other studies draw the same basic conclusions, although the magnitudes differ
because they employ different models from the USITC study. For example, a
University of Michigan analysis commissioned by the Korea Economic Institute
estimates that U.S. GDP would increase by $25.12 hillion (0.14% of U.S. GDP).
This is larger than the USITC estimate, but in part this is because its authors
quantified the effects of liberalization in services trade.? The authors also analyzed
the impact of a KORUS FTA before the final text had been released and assumed,
among other things, that rice trade would be liberalized, which, in the end, was not
the case.

In December 2005, the KoreaInstitutefor International Economic Policy (KIEP)
published a study measuring the potential economic impact of aU.S.-South Korean
FTA on South Koreaaone. The study estimated some of the dynamic, or long-run,
economic effects in addition to the static, or one-time, effects of the FTA on South
Korea. The KIEP study estimated that the FTA would eventually lead to a0.42%to
0.59% increase in South Korea's GDP according to a static analysis, and 1.99% to
2.27% according to a dynamic analysis.’

CUSITC. p. xvii-xviii.
TUSITC. p. Xix.

8 Kiyota, Kozo and Robert M. Stern. Economic Effects of a Korea-U.S. Free Trade
Agreement. Korea Economic Institute, Special Studies 4. 2007.

° Lee, Junyu and Hongshik Lee. Feasibility and Economic Effects of a Korea-U.S. FTA.
Korean Institute for International Economic Policy. December 2005. p. 86.
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An Overview of the U.S.-South Korean Economic
Relationship

South Koreaisamajor economic partner for the United States. 1n 2007, two-way
trade between the two countries exceeded $78 billion, making South Korea the
United States' sseventh-largest trading partner. (See Table1.) South Koreaisamong
the United States' s largest markets for agricultural products. Major U.S. exportsto
South Korea include semiconductors, machinery (particularly semiconductor
production machinery), aircraft, and agricultural products.

Table 1. Annual U.S.-South Korea Merchandise Trade,
Selected Years
(Billions of U.S. Dollars)

Trade Total
Y ear U.S. Exports U.S. Imports balance trade
1990 14.4 185 4.1 329
1995 254 24.2 12 49.6
2000 26.3 39.8 -135 66.1
2003 225 36.9 -14.4 59.5
2004 25.0 45.1 -20.1 70.1
2005 26.2 43.2 -17.0 69.4
2006 30.8 44.7 -13.9 75.5
2007 33.0 454 -12.4 78.4
Major U.S. Export | Semiconductor chips and manufacturing equipment; aircraft; corn
Items and wheat; plastics.
Major U.S. Import | Semiconductor circuits; televisions and flat panel screens; cars;
Items stedl.

Sour ces. 1990 and 1995 data from Global Trade Information Services. 2000-2007 data from U.S.
International Trade Commission.

South Koreais far more dependent economically on the United States than the
United Statesison South Korea. In 2007, the United Stateswas South K orea’ sthird-
largest trading partner, second-largest export market, and the third-largest source of
imports. It was among South Korea s largest suppliers of foreign direct investment
(FDI). In2003, Chinafor thefirst time displaced the United Statesfromits perennial
place as South Korea' s number one trading partner. In 2005 Japan overtook the
United States to become South Korea s second-largest trade partner.
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Table 2. Asymmetrical Economic Interdependence (2007)

Total Export | Sourceof | Source
Trade | Market Imports | of FDI

For the U.S,, #28
South Korearanks #l #l #l (2004)

For South Korea,
the U.S. ranks

Sour ces: U.S. Department of Commerce, U.S. Census Bureau and Bureau of Economic
Analysis; Bank of Korea

#3 #2 #3 #2

Increased economic interaction between the United States and South Korea has
been accompanied by numerous disagreements over trade policies. In general, U.S.
exporters and trade negotiators identify the lack of transparency of South Korea's
trading and regulatory systems as the most significant barriers to trade with South
Koreain almost every mgjor product sector. Many U.S. government officials also
complain that Seoul continues to use government regulations and standard-setting
powersto discriminate against foreign firmsin politically sensitive industries, such
as automobiles and telecommunications. Another major cross-sectoral complaint is
that rigidities in the South Korean labor market, such as mandatory severance pay,
raise the cost of investing and doing business. Finally, the United States and other
countries have pressed South Koreato open further its agricultural market, whichis
considered one of themost closed among membersof the Organi zation for Economic
Co-operation and Development (OECD).*® Many of these issues arose during the
KORUS FTA negotiations.

Theintensity of these disputes has diminished considerably since the late 1980s
and early 1990s, in part because South Korea enacted a set of sweeping market-
oriented reformsasaquid pro quo for receiving aU.S.-led $58 billion package from
the International Monetary Fund (IMF) following the near collapse of the South
Korean economy in 1997. In particular, as a result of the reforms, South Korea
opened its doors to foreign investors, ushering in billions of dollars of foreign
portfolio and foreign direct investment (FDI). Theresult isthat foreign companies,
including U.S. firms, now are significant shareholdersin many prominent industrial
conglomerates (chaebol); at one point earlier in the decade, foreign firms owned
about one-third of the South Korean banking industry and an estimated 40% of the
value of the shares traded on South Korea's stock exchange. Since the 1997 crisis,
FDI commitments by U.S. companies have totaled over $25 billion.*

Additionally, the United States and South Korea appear to have become more
adept at managing their trade disputes. This may be partly due to the quarterly,
working-level “trade action agenda’ trade meetingsthat wereinitiated in early 2001.

10 OECD, Economic Surveys - Korea, 2007.

11 Korea Economic Institute, “ Current Economic Info, South Korean Economic Data,”
accessed at [http://www.keia.org], on January 2, 2008.
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Both sides credit the meetings, which appear to be unique to the U.S.-South K orean
trade relationship, with creating a more constructive dialogue that helped pave the
way for the two sides to feel sufficiently confident to launch FTA negotiations.

U.S. and South Korean Objectives in An FTA

U.S. and South Korean policymakers shared certain goals in launching and
completing the negotiationsonthe KORUSFTA. Both governmentssaw inthe FTA
alogical extension of an already important economic relationship that would provide
ameans by which the two trading partners could address and resolve fundamental
issues and, thereby, raise the relationship to a higher level. For the United States
these issues have included the high tariffs and other restrictions on agricultural
imports. For South Korea, these difficult issues have included perceived U.S.
discrimination toward South Koreanimportsin the application of traderemediesand
treatment of products made at the Kaesong Industrial Complex in North Korea.

While sharing some broad objectives, U.S. and South Korean leaders aso
approached the KORUS FTA from different perspectives that were reflected in the
conduct and outcome of the negotiations. A primary objective of the United States
wasto gain accessto South K orean marketsin agricultural products, pharmaceuticals
and medical equipment, some other high-technology manufactured goods, and
services, particularly financial and professional services — areas in which U.S.
producers are internationally competitive but for which South Korean barriers
seemed to be high.

For South Korea, gaining alarge increase in market access was not as critical a
priority since South Korean exporters already have asignificant presencein areasin
which they have proved to be competitive — consumer electronics and autos, for
example, and in which they already face only low or zero U.S. tariffs. However,
South Koreaarguably did seek to preserveits share of the U.S. market in the face of
growing competition from emerging East Asian producersfrom Thailand, Malaysia,
Vietnam, and possibly China. South Korea likely also aimed to improve its
competitivepositionintheU.S. market vis-a-vis Japan wheretheelimination of even
low tariffs might give South Korean exporters some price advantage.

Launching the FTA negotiationswas largely at theinitiative of South Korea. Its
main objective in securing an FTA with the United States was much broader than
gainingreciprocal accesstotheU.S. market. Entering an FTA with the United States
meshed with anumber of former South K orean President Roh M oo-hyun’ slong term
economic and strategic goals. Roh made an FTA the top economic priority for the
remainder of histenure, which expires in February 2008.2 Soon after his election
in 2002, Roh committed himself to raising South Korea's per capita gross domestic
product (GDP) to $20,000 by the end of the decade and to transforming South Korea
into amajor “economic hub” in Northeast Asia by expanding the economic reforms
begun by his predecessor following the 1997 Asian financial crisis. Ongoing

12“ROK Editorial: Roh's* Special Lecture’,” The Korea Times, posted on the Open Source
Center, KPP20060329042002, March 29, 2006.
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competitive pressure from Japanese firms, increased competition from Chinese
enterprises, and the rapid ageing of the South K orean workforce has heightened the
sense of urgency about boosting national competitiveness. Continuing alongthisline
of argument, ex-Prime Minister Han Duk-soo has said that a failure to adopt
significant economic changeswill mean that “ Korea slong term growth potential is
likely to deteriorate.”** Lee Myung-bak, who was elected President in December
2007, made the economy the centerpiece of his campaign and has supported the
KORUSFTA aspart of alarger program to promote South K orean economic growth.

During the negotiations, South Korean officials and other South Korean
proponents of the KORUS FTA tended not to focus on the increased access to the
U.S. market. Rather, they emphasized the medium and long-term gains that would
stem from increased all ocative efficiency of the South Korean economy, particularly
in the servicesindustries. Thiswould presumably be brought about by an influx of
U.S. investment and technology into South Korea and by the spur of increased
competition with U.S. firms.** The President and other senior officialsin particular
emphasi zed the need to boost the competitiveness of South Korean serviceindustries.
An FTA with the United States, they argued, will help address South Korea's
increased economic polarization by spurring job creation in fields such as medical,
legal, education, and accounting servicesin afreetradeagreement.™ Some, however,
say an FTA will worsen South Korea's income gap.™® Also, during the talks, there
were continuous and often large scale anti-FTA protests, generally led by South
Korean farmers and trade unionists.

The absence of mirror-image or reciprocal U.S. and South Korean objectivesin
the negotiations is reflected in the structure of the KORUS FTA. Except for some
provisions dealing with issues specific to U.S.-South K orea economic relations, for
example, South Korea taxation of autos and the Kaesong industrial complex, the
structure of the KORUS FTA largely resemblesthe structure of other FTAS, such as
Dominican Republic-Central American FTA (DR-CAFTA), that the United States
has entered into. Thisconclusion does not suggest that South Koreadid not bring to
the table its own specific demands, which it did (such as the exclusion of rice) and
held to them firmly.

Sector-Specific Issues and the KORUS FTA

Under the KORUSFTA, U.S. and South K orean negotiators addressed anumber
of sector-specific issues. Some issues, such as elimination of tariffs on most

3 Ministry of Finance and Economy Weekly Briefing, “ Korea-US FTA Projected to Boost
the Korean Economy,” March 9, 2006.

14 Seg, for instance, Junkyu Lee and Hongshik Lee, Feasibility and Economic Effects of a
Korea-U.S. FTA (Seoul: Korea Institute for International Economic Policy, 2005), p.
116-117; Inbom Choi and Jeffrey Schott, Free Trade between Korea and the United States?
(Washington, DC: Institute for International Economics, 2001), p. 79-82.

> “Roh’s ‘ Special Lecture’,” The Korea Times, March 26, 2006.
16 K orea Broadcast System, March 31, 2006 Broadcast.



CRS-11

manufactured goods, were not very controversial and were dealt with in early stages
of the negotiations. Other issues, such astradein agricultural products and in autos,
werethemost difficult and were not resolved until thefinal hours of the negotiations.

Agriculture and Sanitary and Phytosanitary Issues

Overview. Attaining comprehensive market access for U.S. agricultura
products to South Korea's large market and finding a way to resolve Korea's
continued restrictions on U.S. beef purchases (imposed to protect human health
following the late 2003 discovery of mad cow disease in the U.S. cattle herd) were
the two primary objectives pursued by U.S. agricultural negotiators. Though South
Koreain 2006 was the 14™ largest agricultural importer in the world, its farm sector
is highly protected with high tariffs and quotas.'” This reflects its farmers
longstanding political influence (particularly that of rice producers) and its urban
population’s deep tiesto its rural roots.

Inconcludingthe KORUSFTA, theUnited States secured nearly complete access
for al U.S. agricultural commodities and food products into Korea's market.
However, abreakthrough on the beef issue (technically not part of the FTA talks but
nevertheless the subject of high-level discussions) did not occur until June 2008.
Thisappearsto reflect the newly el ected Korean President’ s view that an agreement
spelling out the rules that apply to beef imports from the United States had to bein
place before President Bush could consider sending this agreement to Capitol Hill.
Severa Members of Congress had for months stated that South Korea must agreeto
fully reopen itsmarket to U.S. beef under scientifically based international rulesand
in commercially significant quantities before Congress considers or approves the
agreement. U.S. agricultural groups, well aware of thisdeal’ s potential benefitsfor
producers, had al so conditioned their support on the resumption of U.S. beef exports.

In 2007, South Korea was the 5" largest market for U.S. agriculture, as export
salestotaled $3.5 billion. Under the KORUS FTA’s agricultural provisions, South
Koreaimmediately would grant duty-free statusto almost two-thirds of current U.S.
agricultural exports. Tariffs and tariff-rate quotas (TRQS)*® on most other
agricultural goods would be phased out within 10 years, with the remaining
commodities and products subject to provisions that phase out such protection by
year 23. Seven U.S. products (skim and whole milk powders, evaporated milk,
in-season oranges, potatoesfor table use, honey, and identity-preserved soybeansfor

1 South K orea saverage applied agricultural tariff (2006) was48%, compared to about 12%
for the United States. WTO, Statistics Database, “ Country Profile for Republic of Korea,”
at [http://stat.wto.org/CountryProfilessKR_e.htm]; U.S. Department of Agriculture,
Economic Research Service, Profiles of Tariffsin Global Agricultural Markets, AER-796,
January 2001, p. 26.

8 A TRQisatwo-part tool used by countriesto protect their more sensitive agricultural and
food products. The quota component provides for duty-free access of a specified quantity
of acommaodity, which in an FTA usually expands over time. Imports above this quotaare
subject to aprohibitive tariff that in an FTA frequently declines over time. At theend of a
product’ s transition period to free trade under an FTA, both the quota and tariff no longer
apply (with afew exceptions), allowing for its unrestricted access to the partner’ s market.
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food use) would be subject to Koreanimport quotasthat slowly expand in perpetuity.
However, the agreement does not give U.S. rice and rice products additional access
to South Korea' s market (see below).*®

With theimmediate elimination or phase out of most of South Korea' srelatively
high agricultural tradebarriersunder theKORUSFTA, theU.S. agricultural andfood
processing sectors would noticeably benefit from additional exports. The USITC
estimatesthat theincreasein U.S. exports of agricultural commoditiesand processed
foodswould account for up to one-third of the entire projected increasein total U.S.
exports to South Korea's market once the KORUS FTA’s provisions are fully
implemented. Saleof agricultural productswould befrom $1.9 billionto $3.8 billion
(44% to 89%) higher in 2008 than exports under a no-agreement scenario. Almost
half of this export increase would accrue to the U.S. beef sector, based on the
USITC sassumption that U.S. beef exports recover to the level before South Korea
imposed itsrestrictionsimport inlate 2003. (For information on bilateral effortsthat
recently led to an agreement on new Korean rules that will apply to U.S. beef
imports, see Appendix A.) About 20% of the export increase would benefit U.S.
producers and exporters of pork, poultry and other meat products.® In another
anaysis, the American Farm Bureau Federation (AFBF) projects that U.S.
agricultural exports by the end of the transition period (2027) would be more than
$1.5 billion (45%) higher under the KORUS FTA than would be the case otherwise.
Sales of beef, poultry, and pork would account for $644 million (or 42%) of this
increase.”

Because South Korean agricultural exportsto the United States are small ($233
millionin 2007) and largely complementary, therewas no controversy in negotiating
accessto the U.S. market. The United States agreed to phase out tariffs and quotas
on all agricultural importsfrom South K orea under seven phase-out periods ranging
up to 15 years. One 10-year TRQ would apply to imports of fluid milk and cream,
among other specified dairy products. The USITC projects that imports of
agricultural products (primarily processed food products) from South Korea under
the KORUS FTA would be from $52 million to $78 million (12% to 18%) higher
than such imports under a no-agreement scenario.

¥ A summary of commodity-specific market access provisions (tariff reduction schedules,
transition periods, TRQ amounts and growth rates, and safeguards) is found in the USDA
fact sheet “U.S. - Korea Free Trade Agreement Benefits for Agriculture,” July 2007,
availableat [http://mwww.fas.usda.gov/info/factsheets/korea.asp]. Detailed fact sheetsonthe
agreement’ scommodity provisionsand prospectiveimpactsfor agriculturein sel ected states
areavailableat [ http://www.fas.usda.gov/info/factsheets/K orea/us-koreaf taf actsheets.asp] .

2 Derived from Table 2.2 in USITC, U.S-Korea Free Trade Agreement: Potential
Economy-wide and Selected Sectoral Effects, pp. 2-8 and 2-9.

2 Derived from American Farm Bureau Federation’s (AFBF) Implications of a South
Korea-U.S Free Trade Agreement on U.S. Agriculture, July 2007, p. 17. To be consistent
with the agricultural and food product categories used to derive the USITC's estimate,
AFBF s exports of fish products are not included in the estimated increase in agricultural
exports and agriculture' s share stated above.
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Beef. Under the KORUS FTA, South Korea agreed to eliminate its 40% tariff
on beef muscle meats imported from the United States over a 15 year period. Also,
South Korea would have the right to impose safeguard tariffs on atemporary basis
in response to any potential surge in imports of U.S. beef meats above specified
levels. Thetrigger for this additiona tariff would be 270,000 metric tons (MT) in
year 1, which would increase 2% annually; in year 15, the trigger would be 354,000
MT.# Inyear 16, this protective mechanism would no longer apply. The 18% tariff
on imports of beef offals (tongues, livers, tails and feet), and tariffs ranging from
22.5% to 72% on other beef products, would be similarly eliminated in 15 years.

Assuming that South Korea fully liftsits restrictions on U.S. beef and bilateral
beef tradereturnsto normal, the USITC estimatesthat the phase out of South Korea's
beef tariff and safeguard could increase U.S. beef exports from about $600 million
to amost $1.8 billion (58% to 165%) above what would be the case otherwise.
Under the KORUS FTA, the AFBF projects that U.S. beef sales would be $265
million higher as the United States recapturesits historic share of the South Korean
market. However, itsanalysis notesthat the market share of U.S. beef likely will not
increase over time. That isbecause South K orean tastes have devel oped apreference
for grass-fed Australian beef, which will continue to be competitivein price against
U.S. beef even with the current 40% tariff removed.

On April 18, 2008, U.S. and South K orean negotiators reached agreement on the
requirements that will apply to Korean imports of U.S. beef and beef products.
Imports of boneless and in-bone beef, and other beef products, from cattle
irrespective of age will now be allowed entry, but are subject to various conditions
that U.S. beef exporters and the U.S. government must meet. Against the backdrop
of mounting public protests in Korea against this agreement, calls by opposition
parties that it be renegotiated, and the Korean President’s apologies for how his
government mishandled this matter, the Korean government secured changes
intended to allay public concerns about the safety of U.S. beef. Under atransitional
arrangement agreed to on June 21, Koreawill import beef only from cattle less than
30monthsold. Korean inspections of U.S. beef began on June 27, 2008. Sincethen,
new sales have begun to take off, but the pace of future U.S. beef exports now will
depend on how quickly Korean consumers resume purchases, in light of the
controversy that swirled around thisissue (See Appendix A for additional details.)

Rice. South Korean negotiators succeeded in excluding theentry of U.S. riceon
preferential terms — its prime objective in negotiating agriculture in the KORUS
FTA. ThisreflectsKorea seffortsto maintain its stated policy of self sufficiency in
rice production, the national sentiment that preserving rice production isinseparable
from the country’ s identity, and the political reality that rice farming preserves the
basis for economic activity in the countryside. That rice was a make-or-break issue
for Seoul is seen in the comment made by atop U.S. trade official, Deputy United
States Trade Representative Karan Bhatia, the day after the talks concluded:
“Ultimately, the question that confronted us was whether to accept avery, very good

221n 2003, U.S. exports of beef muscle meats to South Korea totaled 213,083 MT. The
safeguard level in year 1 would allow for duty-free access for about 20% more U.S. beef
than the average 2002-2003 level of U.S. beef exportsto the South Korean market.
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albeit less perfect agreement or to lose the entire agreement because South Korea
refused to move on rice.”” Onrice, the KORUS FTA only requires South Koreato
continue to abide by its multilateral trade commitments to increase rice imports.

At present, U.S. rice exporters have access to the South K orean market under (1)
a 24% share (50,076 MT) of the rice import quota established under that country’s
multilateral World Trade Organization (WTQO) commitments in 1995, and (2) a
separate quota available to all countries.?* Rice entering under both quotas faces a
5% tariff. Entriesabove each quotaare prohibited — aunique concession that South
Koreareceived inthelast round of multilateral trade negotiations. U.S. rice exports
against both quotas have fluctuated, but since 2005 have risen to reach $43 million
(73,283 MT) in 2007. Future U.S. salesare expected to grow slowly inlinewith the
expansion of the most recently established rice quota.

Though the U.S. riceindustry expressed disappoi ntment with therice exclusion,
the United States will have other opportunities in the future to negotiate access for
additional U.S. ricein Korea smarket. Thiscould occur intheprocessof concluding
amultilateral agreement (possibly by 2010) to further liberalize agricultural tradein
the WTO'’ s Doha Devel opment Round, which might require South Koreato further
openitsricemarket. Also, theUnited Statesand other rice exporting countriescould
press for additional access when Korea's current multilateral rice access provisions
expirein 2014.

Oranges. Differenceson how quickly to liberalize trade in fresh orangeswere
not resolved until just before the negotiations concluded. The United States sought
the complete elimination of Korea's border protection on all citrus products, while
South Korea wanted to retain its quotas and tariffs, primarily because of the
importance of the citrusindustry to the economy of Cheju Island. At present, South
Koreaimposes a 50% tariff on all imports of oranges, irrespective of whether they
enter within or outside an existing TRQ.

In reaching a compromise, negotiators agreed to a multi-part solution. First, a
small duty-free quotawould be created for “in-season” U.S. navel oranges (avariety
that is not produced in Korea) that enter between September 1 and the end of
February — a period that coincides with the Island’s unshu (mandarin) orange
harvest season. Theinitial 2,500 M T TRQ wouldincrease at acompound 3% annual
rate in perpetuity. Shipmentsin excess of this amount during this six-month period

Z Inside U.S Trade, “USTR Says Beef Market Access Must Precede Signing of Korea
FTA,” April 6, 2007, p. 5.

2 Following the 2004 renegotiation of South Korea’ s WTO agricultural commitments, the
United States and most other rice exporting countries beginning in 2005 have been able to
take advantage of this other rice quota. Expanding by 20,347 M T each year through 2014,
market accessison afirst-come, first served basis. By 2014, both riceimport quotas (under
country allocations made to four countries including the United States, and the quota
availableto any country) will total 408,700 MT. For background on Korea s market access
and domestic policies for rice, see USDA, Economic Research Service, South Korea
Briefing pagetitled “Policy,” available at [http://www.ers.usda.gov/Briefing/SouthK oreal
policy.htm#ricemarket].
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would continue to be subject to the 50% tariff. Second, in the first year, this high
tariff would bereduced to 30%for “ out-of -season” orangesthat enter between March
1 and August 31, and then be completely phased out in stages by year 7. Third,
South Korea' s 144% tariff on mandarin oranges would be phased out over 15 years.

The cost of selling to what already is a leading U.S. export market for fresh
oranges would be significantly reduced as Korea' s high 50% tariff is phased out. In
2007, South K orearanked second (after Canada), with U.S. salestotaling $85million
(88,335 MT). USDA estimates that the value of thein-season 2,500 MT quota and
tariff reductions on all orange exportsin the first year would be almost $18 million.
Over seven years, USDA estimates the cumulative value of savings associated with
these orange access provisions at $208 million.?

Sanitary and Phytosanitary Provisions. As found in most other U.S.
FTAs, the KORUS FTA establishes a bilateral standing committee to address food
safety and animal/plant life or health issues that frequently emerge in agricultural
trade. However, there are no commodity-specific sanitary and phytosanitary (SPS)
provisionsto address outstanding issues, such asK orea simport health requirements
on U.S. beef imports or Korean standards that have prevented sales of some U.S.
horticultural productsto that market. The Committee on SPS Matters would serve
asaforumtoimplement theWTO' sAgreement on the Application of SPSMeasures,
enhance mutual understanding of each country’s SPS rules, resolve future bilateral
SPS disputes that arise, coordinate technical assistance programs, and consult on
issues and positionsin the WTO and other international bodieswhere SPSissuesare
considered. The text of the SPS chapter specifically states that neither the United
States nor South K orea has recourse to pursue dispute settlement to address any SPS
issue that arises. Instead, any matter would be resolved using the formal process
established under the WTO’s SPS Agreement.

U.S. beef producers had argued until the April 2008 agreement was reached that
Korea sstanceon U.S. beef importsmust bescientifically based uponinternationally
recognized guidelines issued by the World Organization for Animal Health, also
known as OIE by its French acronym.” Other agricultural groups also have raised
concernsabout Korea’ simplementation of SPSmeasureson food additivesand those
that have restricted U.S. fruit and vegetable exports. This new standing committee
potentially could be used as the venue to attempt to resolve future SPS disputes,
taking into account latest available scientific findings and knowledge.

Autos

The export orientation of the South Korean motor industry, combined with the
relatively low U.S. tariff of 2.5% on all imported motor vehicles except pickup
trucks, has made the United States a good market of opportunity for South Korean
exports. (For a discussion of the South Korean auto industry, see Appendix B.)

% USDA, Foreign Agricultural Service, Fact Sheet “U.S.-K orea Free Trade Agreement —
What's At Stake for Fresh Citrus and Orange Juice,” September 2008.

% Thisstanceisreflected intestimony by the National Cattlemen’ s Beef Association before
the USITC on June 20, 2007.
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Total Korean motor vehicle exportsto the United States peaked at 860,000 unitsin
2004, according to U.S. Commerce Department data. 1t subsequently fell to 730,000
units in 2005, 695,000 units in 2006, and 675,000 units in 2007.2 Hyundai has
established amajor U.S. assembly plant, thus substituting for someimports. Kiaaso
plansto openaU.S. assembly plant by 2009. Fallingimportsfrom K orea probably
were affected by a general softening of the U.S. market. U.S. exporters, including
South Korean and other foreign-owned manufacturers, shipped a total of 12,571
vehicles to South Koreain 2007.

The total value of South Korean automotive exports to the United States,
including parts, was $12.1 hillion in 2007, compared to U.S. exports of similar
productsto South Korea of $976 million. That meant aU.S. bilateral deficitin autos
of $11.2 billion, growing over the long term from a deficit of $5.5 billion in 2000,
and $1.5 billion in 1990.% Sang-yirl Nam, in an academic analysis of the effects of
the proposed FTA, found in simulation models of projected market changes, Korea
would alwaysgainrelativetothe United Statesfrom bilateral liberalization, “ because
K orea has a comparative advantage over the United States in the automobile sector;
in other words, Korea has been much more successful in accessing the U.S. market
than the United States has been in accessing the Korean market.”

But Tom Walsh, writing in the Detroit Free Press, presents data to show that
whilethenet U.S. bil ateral automotivedeficit will probably not declinesubstantialy,
the trends are favorabl e to the United States since 2004. Data attached to hisarticle
show that whilethetotal value of U.S. importsfrom Korearose by lessthan 1% from
2004 tg 2007, thetotal value of U.S. exportsin the other direction nearly doubled (up
87%).

South Korean policies that alegedly restrict imports of foreign-made motor
vehicles have been amgjor target of U.S. trade policy. 1n 1995 and 1998, the USTR
negotiated memoranda of understanding (MOUs) with South Korea, aimed at
reducing formal and informal South Korean policies that were said to discriminate
against imports of U.S.-made vehicles, and other foreign imports. U.S. policy
primarily focused on motor vehicletaxation policiesand South Korean motor vehicle
standards, which supposedly did not conform to international standards, or those

2 U.S. Dept. of Commerce. Internationa Trade Administration. Office of Aerospace and
Automotive Industries (Commerce Dept. OAAI). U.S. International Trade Data for Road
Motor Vehicles series.

% Federal Reserve Bank of Atlanta. EconSouth, “West Point Restarts Its Engines” (1% Qtr.
2008), pp. 3, 9.

22007 datafrom Commerce Dept. OAAI. Datafor 1990 and 2000 quoted from CRS Report
RL 32883, Appendix 5.

% Sang-yirl Nam, “Implicationsof Liberalizing Korea-U.S. Tradein the Automobile Sector:
Potential Impact of the Korea-U.S. Free Trade Agreement,” Korea Economic Institute
Academic Paper Series, 111:1 (February 2008), p. 10.

3 Tom Walsh, “Time for an Honest Chat About Trade,” Detroit Free Press (April 24,
2008).
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widely used in major markets.* The import share of the domestic market in South
Koreahasincreased since the MOUs were signed — according to data cal culated by
CRS from standard industry sources cited above, total imports grew from alow of
lessthan 1% of the market (5,000 units) in 2000 to a 3% market share by 2005.* But
such arate of progress has evidently been too slow for both the U.S. government and
the domestically owned motor vehicle industry.

Automotive Trade Provisions in KORUS FTA. The Office of the USTR
states that KORUS FTA, “Includes a broad and unprecedented range of focused
provisionsdesigned to open up Korea' sauto market to U.S. carsand ensurethat U.S.
automakers have a fair opportunity to compete in Korea.”* These provisions may
be summarized as follows:

e Elimination of most South Korean tariffs on U.S-made motor
vehicles. “Koreawould immediately eliminateits8% tariff on U.S.-
built passenger cars and its 10% tariff on pickup trucks,”* Tariffs
would beimmediately reduced to zero in each country for autoparts
imported from the other.®

¢ Reduction of alleged discriminatory effects of engine displacement
taxes. A mgor U.S. complaint has been that South Korea has a
steeply ascending vehicle tax schedule, with very high rates on
vehicleswith larger engine capacities, such as might be exported by
U.S. producers. Moreover, thetax system hasa“ cascade” effect, so
that subsequent taxation ratesincorporate, for example, the 8% duty
paid on an imported vehicle. According to the U.S. International
Trade Commission (USITC) report on the agreement, 76% of the
South Korean market is in vehicles with engine displacement less
than 2000 cc, with 54% in the range 1601-2000 cc.*” Currently, the
consumer pays a “Special Consumption Tax” on purchase of a
vehicle: cars below 800 cc are exempt, carsin the next range up to
2000 cc pay 5%, anything larger is charged 10%. After an interim
reduction period of three years, South Korea under the FTA would
simplify this to atwo-tier system: under 1000 cc tax-free, anything
larger would betaxed at 5%. Besidesthispurchasetax, ownersmust
pay an “Annua Vehicle Tax,” also based on engine displacement.

2 CRS Report RL32883, p. 60.

% The USITC calculated a 2006 import market share of 4.2%, of which 60% was from
Europe, 27% from Japan, and 7% from the United States. USITC. U.S-Korea Free Trade
Agreement: Potential Economy-Wide and Selected Sectoral Effects, Investigation no. TA-
2104-24, USITC Publ. 3949 (September 2007), p. 3-74.

¥ Officeof the USTR. “ Free Tradewith K orea: Summary of the KORUSFTA,” Trade Facts
(April 2007).

¥ USITC. U.S-Korea FTA, p. 3-79 (Box 3.4).

% Office of USTR. Report of Industry Trade Advisory Committee on Automotive and
Capital Goods (ITAC 2) (April 27, 2007), p. 2.

¥ |bid., p. 3-76 (Table 3.16).
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Currently, there are five different ranges in this system, and the
owner of a vehicle with an engine larger than the 1600-2000 cc
market “ sweet spot” pays an extra 10% per cc ownership tax. South
Korea has agreed to simplify the ranges to three: 80 won/cc below
1000 cc engine capacity, 140 won/cc up to 1600 cc, and 200 won/cc
for anything larger.® Both of these changes would include the
majority of domestically produced cars, as well as imports, in the
highest tax bracket.

e Standards harmonization and creation of an” Automotive Working
Group.” U.S. manufacturershave complained that South Koreasets
safety regulationsand automotive product standardsin amanner that
is closed to outsiders and not transparent, and that consequently
results in standards idiosyncratic to Korea. South Korean-based
producers, who hold the lion’s share of the domestic market, can
afford to operate one line for domestic production, and another for
export. Foreign companies have difficulty affording the high unit
cost of customizing asmall number of vehiclesfor the South Korean
market.* This problem is addressed in the KORUS FTA (Chapter
9 — “Technical Barriers to Trade”) and in an exchange of
“confirmation letters’ of June 30, 2007 between USTR Susan
Schwab and South Korean Trade Minister Hyun Chung Kim.
Essentially, the agreement provides for self-certification on safety
and emissions standards for a limited number of U.S.-exported
vehicles, and a commitment that South Korea will evaluate
emissionsusing “the methodol ogy applied by the State of California
..”* South Korea also agreed “not to adopt technical regulations
that create unnecessary barriers to trade and to cooperate to
harmonize standards.”* Under terms of Annex 9-B, thetwo parties
agree to create an “ Automotive Working Group,” which will meet
at least annually, and will review and resolve “issues with respect to
developing, implementing and enforcing relevant standards,
technical regulations and conformity assessment procedures.” 2

# |bid., p. 3-78-8, incl. Box 3.4.

% Examples of how specific South Korean automotive standards discourage imports were
provided by Stephen J. Collins, President of the Automotive Trade Policy Council, in
testimony to the U.S. House. Committee on Ways and Means. Subcommittee on Trade
(March 20, 2007), pp. 3-5. Dr. Thomas Becker of the German Verband der
Automobilindustrie confirmed that European exporters confront the same problemin South
Korea (CRSinterview, March 12, 2007).

“0 Quoted from letter of South Korean Minister H.C. Kimto USTR Schwab (June 30, 2007),
p. 1.

“USTR. “Summary,” p. 2.

“2 USTR. Text of U.S-Korea Free Trade Agreement, p. 9-9. The details of the FTA on
automotive technical barriers are summarized in Office of the USTR. “Fact Sheet on Auto-

Related Provisionsin the U.S.-Koreafree Trade Agreement,” Trade Facts (April 3, 2007);
(continued...)
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e Elimination of U.S tariffs and “ snapback” clause. The major
commitment ontheU.S. sidewith respect to automotivetradeissues
is the elimination of al tariffs on South Korean-produced motor
vehicles. The United States would immediately eliminate its 2.5%
duty on gasoline-fuel ed passenger vehi cleswith enginedisplacement
up to 3000 cc. It would also phase out the same rate of duty on
South K orean imports with larger engine capacity or that are diesel -
powered over three years. The 25% duty on pickup trucks, a
residual rate dating from an earlier trade dispute with Europe, would
be phased out on South K orean productsover ten years.”* However,
the FTA, in Annex 22-A, aso establishes aspecia bilateral dispute
settlement panel, designed to resolve automotive issues within six
months. “If panel finds a violation of an auto-related commitment
or thenullification/impairment of expected benefits, thecomplaining
Party may suspend itstariff concessionson passenger carsand assess
duties at the prevailing MFN rate (i.e., ‘snap-back’ any tariff
reductions provided by the FTA).”* The USITC notesin its report
that, “ The dispute settlement provisionsrestrict the[U.S.] snapback
penalty on light trucks... to therate for passenger cars, 2.5%,” while
South Korea could snap back to 8%.%

Expected Impact and Industry Reaction. The USITC simulation model
of the KORUS FTA estimates that while U.S. automotive exports to Korea would
increase by a range of 45% to 59%, this would only amount to about $300-400
million because of the low current baseline.* It statesthat tariff elimination “would
likely have a positive effect on U.S. exports ... further, the overall tax burden on the
South K orean consumer who purchases an imported vehiclewoul d be reduced, more
or less equalizing the total taxes paid on imported and domestic vehicles.”*" It
particul arly emphasi zesthe potential gainfor U.S.-exported hybrid vehiclesto Korea,
though failing to note that most hybridsin the U.S. market today are imported from
Japan.”® However, as the Detroit-based U.S. manufacturers have plans to increase
their hybrid fleetsand thereare no South K orean-produced hybrid vehiclesat present,
the U.S. manufacturers could have a head start on these products (assuming
Japanese-owned companiesin the United Statesdo not also export hybridsfrom their
incipient U.S. production to the South Korean market).

With respect to automotive importsfrom South Koreainto the United States, the
USITC simulation estimates an “increase by $1.3-1.7 billion (9-12%).” However,

“2 (...continued)
and, USITC. U.S-Korea FTA, p. 3-80 (Box 3.4).

“ |bid., Box 3.4.

“ USTR, “Auto-Related Provisions,” p. 1; USITC. U.S-Korea FTA, p. 3-80 (Box 3-4).
“1bid., p. 3-82 and Box 3.4.

6 |bid., Table 2.2.

“"1bid., p. 3-78.

“8 |bid.
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it alsofindsthat “ approximately 55-57% [woul d be] represented by diverted imports
from other trade partners.”*® Jeffery Schott states that South Korea gave a“priority
to eliminating the small U.S. tariff” primarily because of Japanese competition.
Since 2001, the won has strengthened against the U.S. dollar, while the Japanese yen
has weakened, creating a disadvantage in the U.S. market for Hyundai, whose
vehicles must compete against Japanese companies vehicles on price. One result
has been reported significant declinesin Hyundai earnings.* The USITC also notes
plans by Hyundai to begin producing vehicles based on hybrid technology,
indications that Hyundai and Kia were studying the development of pickup trucks,
and actual exports of a small number of pickups to third markets by Ssangyong, a
smaller producer.® Hyundai and Kiado already produce small pickup-type vehicles
in Korea, but they would not appear to be suitable in design or style for the United
States.>

U.S. industrial interests' views on KORUS FTA may be described as follows:

e The Detroit “Big Three” are split. Ford and Chrysler are opposed,
while General Motors (GM) is neutral.

e Automotive parts suppliers were reported to support the FTA.

e Broader-based industry organizations are favorable, despite the
opposition of two maor motor manufacturers and some other
sectoral groups.

These views were reflected in the April 2007 report of the Industry Trade
Advisory Committee on Automotive and Capital Goods (ITAC 2) to USTR of April
2007. The chair noted that, “ Generally, the manufacturers of capital goods see [the
FTA] as an important milestone in providing market access to a country and region
historically protectionist.... However, in terms of U.S. automotive equipment
manufacturers, the outcome is mixed.”>

Both the U.S. motor vehicle industry representatives and the whole of ITAC 2
initially recommended an “unconventional” approach on automotive issues in the
negotiations. 1t would have* precondion|ed] the phase-out of U.S. automotivetariffs
on the demonstration of South Korean market opennessin termsof improved import
penetration that is on par with that of other OECD countries.”

“1bid., pp. 2-12 and 3-82, and Table 2.2. Dr. Nam’ ssimul ations from the paper cited above
produce somewhat more modest results. He estimates a net Korean export gain of about
$900 million, aU.S. gain of about $130 million, leading to anincreasein the U.S. bilatera
deficit of about $770 million. As with the ITC findings, he concludes, “bilateral tariff
elimination between Koreaand the United States ... will increase thetwo countries’ exports
and imports of automobiles and parts at the expense of other countries;” p. 10.

% Jeffrey J. Schott. The Korea-US Free Trade Agreement: A Summary Assessment.
Peterson Institute Policy Brief No. PB0O7-7 (August 2007). p. 4.

*L USITC. U.S-Korea FTA, p. 3-83.

%2 Accordingto Ward' s Automotive Yearbook, in 2006, Hyundai produced 98,000 “ Porters,”
and Kia produced 72,000 “Bongos,” both described as pickups.

3 |TAC 2 report, p. 1.
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Fifteen Membersof Congress, including Representative CharlesRangel, chair of
the House Ways and Means Committee, wrote President Bush on March 2, 2007,
with a proposal along the lines of the “ performance metric” approach suggested by
ITAC 2. Their proposal would have delayed full elimination of the U.S. import tariff
cut for at least 15 years, while U.S. representatives assessed South Korea's
performance in opening its market to U.S. exports. A formula would be used each
year to determinethe number of South K orean-produced vehiclesthat would receive
duty-free treatment in return. They also proposed a“ snapback” safeguard provision
on the U.S. tariff should South Korean imports in the U.S. market be judged to
increase too rapidly. The 25% U.S. tariff on pickup trucks would remain in place,
subject to a multilateral agreement on automotive trade at the World Trade
Organization.>

Despite the fact that the final agreement did “not include a performance metric
approach,” most ITAC 2 members supported KORUS FTA anyway.* The Ford
Motor Company disagreed. In its statement appended to the report, Ford accepted
that “some progress was achieved with respect to existing non-tariff barriers
(NTBs).” But it noted that many of the exemptions for U.S.-made vehicles with
respect to NTBs were very limited in volume or were temporary, that South Korea
could continue to use amix of U.S. and European standards, and that taxation rates
were still exceptionally high for the types of product foreign companies would most
likely export to South Korea. On the other hand, the immediate lifting of the U.S.
2.5% tariff on most South Korean imports would be a “lopsided benefit” that in
effect “will reward South K orean manufacturersfor 20 yearsof unfair trade practices
by the South K orean Government.”*® Similarly, arepresentative of Chrysler testified
before Congress that, because of the “imbalance in U.S.-Korea auto trade ... we
simply cannot support the U.S.-K orea Free Trade Agreement in its current form.”*’

By contrast, a GM statement appended to the ITAC-2 report concluded that the
proposed FTA *has addressed the auto industry’ s concerns.” But “given the current
imbalance in trade between the two countries,” GM foresaw that in the “near term”
South Koreawould be the greater beneficiary, and therefore GM would be neutral
on the agreement. It noted that tax policy changes promised by the South Korean
government would reduce the overall burden on the automotive sector and that there
wereno capson U.S.-exported vehi clesmeeting compliancewith Californiaemission
standards, because South K oreacommitted to establish emission requirementsonthe
same basis. GM also commented that the sector-specific “snapback” rule on tariff

 Letter to President George W. Bush from Reps. Rangel, Levin, Dingell, Kildee, Kind,
Tauscher, Upton, Knollenberg, Candice Miller, McCotter, and Ehlers, and Senators Levin,
Voinovich, Bayh, and Stabenow (March 1, 2007).

*|TAC 2 report, p. 2.

% “Ford Motor Company Assessment of the Automotive Provisionsof theUS-KoreaFTA,”
appended to ITAC 2 report.

> U.S. Senate. Committee on Commerce, Science and Transportation, Subcommittee on
Interstate Commerce, Trade and Tourism. Hearing on the Imbalance in U.S.-Korea Auto
Trade (September 24, 2008), Statement of John T. Bozzella, Chrysler LLC, p. 3.
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reductionswasauniqueand positiveadditionto U.S. FTAs.*® It should be added that
GM’sposition is probably influenced by the fact that it has become amajor investor
in the South Korean motor industry through its acquisition of Daewoo. Since the
acquisition, GM has increased Daewoo production from 310,000 in 2003 to 1.3
millionin 2007.% GM in 2007 sold 67,000 Chevrolet Aveosin the United Statesthat
were imported from its South K orean affiliate.®®

The United Auto Workers (UAW) union isstrongly opposed to the FTA, and its
literature on the subject includes ajoint statement of opposition issued together with
the South K orean Metal Workers' Union (KMWU).®* Intestimony beforethe House
Waysand Means Committee' s Trade Subcommittee, UAW LegidativeDirector Alan
Reuther endorsed the negotiating strategy proposed by Members of Congress,
described above.®? Hestated that thefinal agreement ascontemplated instead “would
exacerbate the totally one-sided auto trade imbal ance between South Korea and the
U.S. and jeopardize the jobs of tens of thousands of American workers.”® Reuther
further criticized the labor rights record of South Korea as “very problematic.” He
noted “numerous areas of worker rightsviolationsin South Korea,” cited inthe U.S.
Department of State’s 2005 Country Reports on Human Rights Practices and the
arrest of the KMWU president in 2006 in a protest against government efforts to
change South Korean labor laws in a manner unfavorable to the union movement
there.** InaFebruary 2008 speechin Washington, UAW President Ron Gettelfinger
criticized the proposed FTA in theseterms:. “That’ s not free trade and that’ s not fair
trade. That is the theft of American jobs.”® President Gettelfinger reiterated these
viewsin testimony before Congress in September 2008.%°

%8 “General Motors Corporation Assessment of the Automotive Provisions of the US-K orea
FTA,” appended to ITAC 2 report.

* Detroit News, “Korea Becomes GM’s Global Growth Engine” (May 9, 2008),
[http://www.detnews.com].

8 Automotive News, 2007automotive sales data.

& “KMWU-UAW Joint Declaration in Opposition the Proposed Korea-U.S. Free Trade
Agreement,” issued at Seoul, Korea (May 1, 2007), available at UAW website.

62U.S. House of Representatives. Committee on Ways and M eans. Subcommittee on Trade.
Testimony of Alan Reuther (March 20, 2007), p. 3.

8 Quoted from letter of Alan Reuther to all members of the House (April 18, 2007), p. 2. A
similar letter was sent to all members of the Senate. It may be noted that, while al Detroit-
based “Big Three” parts manufacturing and assembly plants are organized by the UAW or
other unions, there are virtually no union-organized U.S. motor vehicle assembly plants
operated by foreign-owned companies, including the Hyundai plant in Alabama; see CRS
Report RL32883, pp. 37-43.

% Reuther testimony, pp. 6-7. The Reuther letters to the House and Senate makes the same
point more briefly.

& Detroit Free Press, “South Korea Called Threat: UAW Chief Says Market Steals U.S.
Jobs,” February 4, 2008.

% Senate Commerce Committee Hearing (September 24, 2008), Statement of Ron
Gettelfinger.
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Both the management side and the labor side of the domestically owned U.S.
automotive industry have used the word *unbalanced” to describe the benefits that
may flow from the implementation of KORUSFTA. Thismay seem odd, given that
the agreement has many provisions in various chapters dealing with specific South
Korean policies and practices, and virtually none on the U.S. side, beyond the
elimination of tariffs. This could be because the global competitive problems
currently affecting the unionized, domestically owned sector of the U.S. motor
vehicle industry go well beyond the scope of this FTA to solve.®” Indeed, given
major differencesintheprofilesof theU.S. and South Korean motor vehiclemarkets,
it would appear unlikely that the Detroit Big Three, which tend to speciaize
domestically in the production of larger vehicles, could ever gain more than a
fractional position there through exports from the United States. Thus, the UAW,
Ford, and Chrysler oppose KORUS FTA as potentially only adding to the severe
competitive pressure their side of the domestic U.S. industry is facing. GM has
secured asolid investment positionin South Koreathat it isintegrating into itsglobal
strategy. But possibly it may not want to antagonize its unionized U.S. employees,
and has taken a neutral position.

Textiles and Apparel

Textiles and apparel are a small and dwindling portion of U.S. imports from
South Korea. In 2006, textiles accounted for 2.2% of total U.S. imports from South
Korea and apparel accounted for 1.2%. In 2006, the United States imported $1.0
billioninapparel and $0.6 billionintextilesfrom South Korea. South Korea sshares
of the U.S. market for textiles and apparel has shrunk in relative and absolute terms
over theyears. In 1991, for example, South Korea was the fourth largest source of
U.S. imports of apparel with an 8.0% share, but by 2006, it had dropped to the 23rd
largest source with a 1.2% share. This decrease came largely as the result of the
surgein China’s share of U.S. apparel imports, which grew from 15.1% in 1991, to
29.4% in 2006. South Korea s share of U.S. imports of textiles has held relatively
steady. 1n 1991, South Koreawas the 3" largest source of U.S. textileimports with
8.4%but had dropped to the 4™ largest source with 8.0% by 2006.%® The United
States exports small volumes of textiles and apparel to South Korea— $56.1 million
of apparel and $231.4 million of textilesin 2006.%°

KORUS FTA would eliminate U.S. tariffs immediately on 52% (in terms of
value) U.S. imports of South Korean textiles and apparel, and would phase out U.S.
tariffs on 21% over five years and on the remaining 27% over 10 years.” Currently,
the average U.S. MFN tariff on textilesis 7.9% with a maximum applied tariff of
34.0% and with 16.1% of textiles categories already entering the United States duty

67 See especially Schott, pp. 5-6.

8 Calculations by Global Trade Information Systems, Inc. based on U.S. Department of
Commerce data.

% 1bid.

" United States International Trade Commission. U.S-Korea Free Trade Agreement:
Potential Economy-Wide and Selected Sectoral Effects. USITC Publication 3949.
September 2007. p. 3-52.
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free. The average applied U.S. MFN tariff on apparel imports is 11.5% with a
maximum tariff of 32%, and 3.3% of the tariff lines entering duty free.”

The average South Korean applied tariff on textilesis 9.2% with a maximum of
13% and 0.3% of tariff lines entering duty free. The average South Korean tariff on
apparel is 12.6% with none entering duty free and with a maximum tariff of 13%."
The KORUS FTA, would eiminate South Korean tariffs immediately on 77% (by
value) of U.S. exports of textiles and apparel and would phase out tariffs on 13%
over three years and the remaining 10% over five years.”

The KORUS FTA, with some exceptions, would use the yarn-forward rule of
origin for apparel imports; that is, apparel made from yarn or fabric originating in
either the United States or South Korea would be eligible for duty-free treatment
under the FTA. The FTA aso includes a specia safeguard provision whereby, if
imports of textiles or wearing apparel to one KORUS FTA partner country from the
other increases at such arate as to cause or threaten to cause serious injury to the
domestic industry of the importing country, the importing country can suspend
further reduction of tariffs, or it can increase the duty on theimported product to (the
lesser of) the MFN rate applicable at the time the action was taken or the MFN duty
that was in force when the FTA went into effect. The safeguard action can be in
place for two years with a possible extension of two years but no more than a total
of four years. However, theimporting country will have to compensate the exporting
country by making additional tradeliberalizing concessionsequivalentinvaluetothe
additional duties expected to result from the safeguard action. The concessions
would be limited to textiles and apparel unless the two countries agree otherwise.

The USITC has estimated that, if implemented, the KORUS FTA would over
time lead to an increase in U.S. imports of South Korean textiles of $1.7 billion
t0$1.8 billion and of apparel of $1.0 billion to $1.2 billion, with the major portion of
theincrease being diverted from other countries. The USITC also has estimated that
KORUS FTA would lead to an increase in U.S. exports of textiles of $130 million
to $140 million and of apparel of $39 million to $45 million to South Korea.™

The KORUS FTA would allow some fibers, yarns, and fabrics originating out
side of the United States and South Korea to become €ligible for preferential
treatment if the product is not available domestically in commercial quantities in
either country. The agreement also provides for the establishment of a Committee
on Textile and Apparel Trade Matters to raise concerns under the FTA regarding
mutual trade in these products.

Thetextile and apparel industry appears split on their views of the KORUSFTA
according to the Industry Trade Advisory Committee on Textiles and Clothing

" World Trade Organization. Tariff Profiles 2006. Located at [http://www.wto.org].
2 |bid.

BUSITC. p. 3-52.

7 bid. p. 3-53.
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(ITAC-13).” Somerepresentativesof thetextile producers support theyarn-forward
rule as benefitting their industry and also conforming to provisions in other U.S.
FTAs but also argue that it should be broader by including sewing thread, narrow
fabrics and pocketing fabrics, which are excluded from the rule. Others, including
sometextilerepresentativesand representati vesfrom theapparel industry with supply
chains in other countries, have criticized the yarn-forward rule as being restrictive
and limiting trade opportunities

Members of the industry are also divided on the lack of cumulation provisions
inthe FTA, that isprovisionswhich allow preferential trestment for limited amounts
of apparel woven from components outside the FTA area. Textile producers
supported the lack of cumulation provisions while apparel producers would have
wanted them included. They aso split on the phase-out periods for tariffs with
textile producers arguing that some sensitive products were given immediate duty-
free treatment. Apparel producers argued that al apparel and textiles should have
been given immediate duty-free treatment. Footwear and travel goods are also
covered under the FTA. Producers of both categories strongly support the FTA and
how their products would be treated.™

Other Manufactured Goods

The provisions of KORUS FTA affect awide range of other industries beyond
the automotive sector and textilesand apparel. Cross-sectoral trade associ ationsthat
represent broad ranges of U.S. manufacturers have indicated their support for the
agreement, not only because of the general elimination of South Korean tariffs on
U.S. exports, but also because of such provisions as those promising to increase
cooperation in the reduction of technical barriers to trade and the improvement in
South Korea of the protection of U.S. companies’ intellectual property rights.”
Similarly, most sectoral trade associations expressed support, although some noted
reservationswith specific provisions.” The steel industry in particular wasanotable
dissenter.

Capital Goods Machinery and Equipment. U.S. machinery exportscould
be the largest single sectora gainer from the FTA with South Korea. According to

> Report of the Industry Trade Advisory Committee on Textiles and Clothing (ITAC-13)
on the South Korea/U.S. (KORUS) Free Trade Agreement. April 27, 2007.

® |bid.

" National Association of Manufacturers (NAM). “Support the U.S.-Korea Free Trade
Agreement,” ManuFacts(September 2007); U.S. Chamber of Commerce, “Chamber
Welcomes Announcement of U.S.-K oreaFree Trade Agreement” newsrelease 07-57 (April
2, 2007), and “U.S. Chamber Welcomes Signing of U.S.-Korea Free Trade Agreement”
newsrelease07-126 (June 30, 2007); Business Roundtabl e, “ BusinessRoundtable A pplauds
Deal on U.S.-Korea Trade” (April 2, 2007).

8 Thus, inits submission to the ITC, the NAM indicated, “the FTA isnot perfect and noted
concerns expressed by U.S. automakers about the FTA’ stariff and nontariff provisionsand
the questionsraised by the U.S. steel industry about trade rules and other barriers.” USITC.
U.S-Korea FTA, p. 3-73.
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the US ITC's simulation analysis, the sector stands to gain nearly $3 billion in
exportsif theagreement isapproved.” Thetariffson U.S. machinery and equipment
imported into South Korea range from 3% to 13%, but U.S. products are already
competitive in many cases, and already account for 15-20% of total South Korean
imports. (A specific example is U.S.-made computer-numerically controlled
machine tools.) Most machinery tariffs would be immediately eliminated; others
would be phased out over three to ten years.*® As noted in the previous section on
autos, the capital goods machinery industry representativesin ITAC 2 split with the
motor vehicle industry representatives and supported the agreement. The ITAC
report specifically cited, “U.S. manufacturers of electrical equipment [who] will
benefit substantially by South Korean tariff reductions and eliminations, where the
sector has aready returned to running a trade surplus with South Korea.”® The
USITC report further noted the export potential of electrical-power generating
equipment, for which South Korean duties range up to 8% currently. U.S. exporters
are nonethel essalready leading suppliers of turbines, generators and nuclear reactors
to South Korea.® The National Electrical Manufacturers Association (NEA) stated
that U.S. exports to South Korea had risen steadily, by atotal of 62%, since 2002,
and that therewas aU.S. surplusin bilateral trade. It callsfor:

legislatorsin both countriesto ratify the Agreement as soon as possible. Whilethe
U.S. electrical equipment industry still has concerns relating to non-tariff barriers
andintellectual property protectionin South Korea, theoverall FTA packagewould
improve conditions for selling there by featuring the elimination — most of it
immediate — of remaining tariffs on goodsin NEA’s product scope.®®

Another major capital goodsiteminwhichthe United Stateshasastrong bilateral
trade position isaircraft. Total 2006 aircraft and parts exports to South Korea were
$2.4 billion. However, civilian aircraft imports are already duty-free in South
Korea®

Electronic Products and Components. Both South Koreanand U.S. tariffs
on most electronics products, such as semiconductors, telecommunications
equipment, and computers, are already zero, as they are included in the multilateral
Information Technology Agreement eliminating tariffs among more than 50
countries. The United States already has a substantial surplus with South Koreain
semiconductors: $4.3 billion in 2006 exports, versus $2.9 billion in imports. The
United States has a small deficit in computer equipment, plus large imports of

" |bid., Table 2.2.

% |bid., pp. 3-68 and 3-71.

8ITAC2p. 1.

8 USITC. U.S-Korea FTA, p. 3-71.

8 NEMA. “U.S.-South Korea Free Trade Agreement,” NEMA Issue Brief (April 2007).
8 USITC. U.S-Korea FTA, p. 3-68 and Table 3.13.
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computer and office equipment parts and accessories ($2.1 billion) and
communications equipment ($5.6 billion).®

Sectoral organizations representing these industries supported KORUS FTA. It
was argued the FTA would extend tariff-free treatment to consumer electronics
products and could guarantee improvements for U.S. products in South Koreawith
respect to intellectual property protection, technical barriers, government
procurement and competition policy.*

One information technology organization supportive of KORUS FTA, the
Semiconductor Industry Association, did caution that the trade remedies chapter of
KORUS FTA could undermine U.S. industry’s use of antidumping and
countervailing duty (AD-CVD.) laws (see below). In 2003, the USITC found that
Micron Corporation, the last remaining U.S.-based producer of dynamic random
access mode semiconductors (DRAMSs, widely used as memory chipsin computers)
was materially injured by government-subsidized DRAM semiconductors produced
by Hynix Corporation of Korea. The Commerce Department subsequently
established a44% penalty tariff on Hynix DRAMsimported into the United States.®”

Steel. The American steel industry registered a strongly negative position on
KORUS FTA through its industry advisory body to USTR, ITAC 12 (Stedl). Its
report noted that the agreement “does not provide for changes in U.S. AD-CVD
statutes’ and that each party retainsits full rights under World Trade Organization
rules. However, ITAC 12 objected to “ changesto therelated legal processes’ inthe
KORUS FTA chapter on trade remedies with respect to three “key areas”

e ByArticle10.7.3, partiesare required to notify each other whenever
an AD-CVD application isfiled, and prior to initiation of aformal
investigation. They must afford the other government an
opportunity to consult on the application. The steel industry objects
to “improperly politicizing] the consideration of a trade remedy
provision filed by a U.S. industry, in a process that is aready
transparent and open,” particularly in antidumping cases.

e In Article 10.4, either party must afford to the other an adequate
opportunity for, and due consideration of price undertakings by
respondent companies, “which, if accepted may result in suspension
of aninvestigation” without imposition of penalty duties. The steel
industry isconcerned that the provision “woul d encourage the use of
suspension agreementsand theinjection of foreign governmentsinto
the trade law process.”

& |bid., Table 3.13.
& |bid., pp. 3-68 through 3-73.

87 USITC Investigation no. 701-TA-431. Federal Register, XVIII: 154 (August 11, 2003),
pp. 47546-7, 47607.
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e The steel industry opposes the provision to establish a bilateral
Commission on Trade Remedies (Article 10.8) as “unprecedented,
unnecessary and would provide yet more opportunities for South
Koreato weaken U.S. trade law enforcement.”®

The specific details of the trade remedies chapter are discussed el sewherein this
report. Beyond these specific issues ITAC 12 also made a number of other critical
points. It argued that the rules of origin provisionsdid not follow earlier precedents
and there were concerns with products eventually being produced in the Kaesong
Industrial Complex of North Korea. (See the section on the Kaesong Industrial
Complex.) It objected to the proposed KORUS FTA’s ignoring currency
manipulationissues. They also supportedtheir U.S. automotivecustomers’ view that
the FTA failed toinsureadequately accessto the South K orean market for U.S.-made
motor vehicles. Onthese grounds, “especially with regard to the proposed AD-CVD
provisions, ITAC 12 cannot conclude at thistimethat the KORUSFTA promotesthe
economicinterestsof the United Statesand providesfor equity and reciprocity within
the steel sector.”®

Pharmaceuticals and Medical Devices

While pharmaceuticals and medical devices (P& M) arearelatively small part of
U.S.-South Korean trade, they are productsinwhich U.S. producers competewell in
the South Korean market and ones in which manufacturers see increasing export
opportunitiesasthe South K orean economy matures. For years, the U.S. industry and
government have complained about a number of South Korea' s pharmaceutical
policies that alegedly are designed to protect South Korean industry, which
predominately produces generic drugs.

South Korea is among the world’ s top 12 largest markets for pharmaceuticals,
accounting for about $8 hillion in sales annually.® The South Korean market for
medical devices accounts for roughly $2.5 billion in sales annually and is expected
to grow 10-15 % each year in the next several years, in part due to the rapid aging of
the population.®* While potentially lucrative, South Koreaisamarket in which U.S.
P&M manufactures claim government regulations have limited their ability to
penetrate that market.

In 2006, the United States exported $493 million in medical devices to South
Korea, accounting for 2.1% of total U.S. exports of those products and 1.5% of total
U.S. exports to South Korea. In 2006, the United States exported $325 million in
pharmaceuticals to South Korea accounting for 1.0% of total U.S. exports of
pharmaceuticals and 1.0% of total U.S. exports to South Korea. In the same year

8 Office of the USTR. Industry Trade Advisory Committee on Steel (ITAC 12). TheU.S-
Korea Free Trade Agreement (April 27, 2007). Main views are summarized in pp. 1-2.

® |pid., p. 2.
© USITC. p. 3-64.
% |pid. p. 3-91.
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South Korea exported $214 million in medical devices and $61 million in
pharmaceuticals to the United States.

Of major concern was the South K orean government’ s May 2006 change in how
it determined reimbursement amounts. Prior tothechange, it maintained a“negative
list” system, under which products would be eligible for reimbursement unlessthey
appeared on the list. With the change, the South Korean government has switched
to a“positivelist” requiring aproduct to belisted beforeit would be eligible making
it potentially moredifficult for a product to become eligible. Announcement of the
policy camewithout prior notificationto U.S. officialsor affected U.S. manufacturers
and occurred at an early point in the negotiations placing acloud over them. Despite
complaints from the United States, South Korea went ahead with implementing its
positive list system.

P&M manufacturers also have cited the South Korean government’ s policieson
reimbursements for pharmaceuticals and medical devices under its single-payer
health insurance program. U.S. manufacturers have argued that the policies
discriminate agai nst innovative pharmaceuti cal sbecause they establishrel atively low
reimbursement amounts for medicines thus not taking into account the costs that
producers of leading-edge pharmaceuticals incur and that are reflected in higher
prices. The manufacturers wanted the KORUS FTA to establish transparency as an
important principal in South Korea's development and implementation of
reimbursement policies, including an appeal processfor decisionsgoingagainst U.S.
manufacturers.

In response, South Korea agreed in the KORUS FTA to alow U.S
pharmaceutical makersto apply for increased reimbursement level s based on safety
and efficacy. South Korea also agreed to publish proposed laws, regulations, and
procedures that apply to the pricing, reimbursement, and regulation of
pharmaceuticals and medical devices in a nationally available publication and to
allow time for comment. In addition, South K orea agreed to establish a process for
U.S. manufacturersto comment on proposed changesin lawsand regulationsand for
them to obtain areview of administrative determinations that adversely affect them.

Intellectual property rights protection in South Koreahas been acritical issuefor
U.S. pharmaceutical manufacturers. Specifically, the failure of the South Korean
government to protect from competitors proprietary data that manufacturers must
submit for market approval. In addition, the South K orean government has, in some
cases, approved marketing of some pharmaceuticalsbeforeit has determined that the
applicant is the rightful owner of the patent and trademark.?? In part for these
reasogf the USTR has continued to place South Korea on the special 301 “Watch
List.”

%2 Primosch, William. Testimony of Senior Director, International Business Policy,
National Association of Manufacturers on the Proposed United Sates-Korea Free Trade
Agreement for the Trade Policy Staff Committee, Office of the U.S. Trade Representative.
March 14, 2006. p. 6.

% Office of the USTR. Special 301 Report. April 2007. “Special 301" refersto Section
(continued...)
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In response, under the KORUS FTA’ s data exclusivity provisions, South Korea
would not alow a third company, such as a generic drug manufacturer, from
marketing a new pharmaceutical using the safety and efficacy data, supplied by an
original U.S. manufacturer as part of the market approval process, without the
permission of the original U.S. maker for five years from the date of marketing
approva for the original product. In addition, if a third party submits safety or
efficacy information for a product that an FTA partner government had already
approved, thegovernment isto notify theoriginal patent holder of theidentity of the
third party and isto prevent the marketing of the third party’ s product on itsterritory
if permission had not been granted by the original patent holder. Inasideletter, the
United States and South Korea agreed to not invoke the data exclusivity provision
until the FTA has been in effect 18 months. Furthermore, South Korea agreed of
a patent-linkage system; that is, neither government is to approve the marketing to
ageneric drug while the original patent is still in effect. Another provision, known
as patent-term extension, would require each FTA government to adjust the length
of the effective period for patents on pharmaceuticals to take into account delays
incurred in receiving patent approval and marketing approval. The KORUS FTA
states that no provision would prevent either government from taking measures to
protect the public health of its residents from HIV/AID, tuberculosis, malaria, and
other epidemics, by ensuring access to medicines. The FTA would reaffirm each
country’ s commitment to the WTO TRIPS/heath Declaration.

Reactions within the pharmaceutical and medical devices industries were
somewhat split on the KORUS FTA. Makers of innovative products supported the
provisions that are designed to preserve the rights of patent holders and provisions
that are designed to make the South Korean regulatory, pricing, and reimbursement
process more transparent and open to comments and procedural reviews. At the
same time, industry representatives remain critical of South Korea's new
reimbursement procedures and argue that the new system does not take into account
the benefits of innovative drugs that cause drug prices to be higher. Generic drug
manufacturersarguethat the KORUSFTA does not contain provisionsguaranteeing
the availability of affordable drugs.*

% (...continued)

182 of the Trade Act of 1974. Since the start of the Special 301 provision in 1989, the
USTR hasissued annually athree-tier list of countries judged to have inadequate regimes
for IPR protection, or to deny access: (1) priority foreign countries are deemed to be the
worst violators, and are subject to special investigations and possible trade sanctions; (2)
priority watch list countries are considered to have major deficienciesin their IPR regime,
but do not currently warrant a Section 301 investigation; and (3) watch list countries, which
maintain IPR practices that are of particular concern, but do not yet warrant higher-level
designations. See CRS Report RL34292, Intellectual Property Rights and International
Trade, by Shayerah llias and lan F. Fergusson.

% Report of the United States Industry Trade Advisory Committee for Chemicals,
Pharmaceuticals, Health/Science Products, and Service (ITAC-3) on The United States-
South Korea Trade Promotion Agreement. April 24, 2007.
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Financial and Other Services

South Korea was the seventh largest U.S. market for cross-border trade in
servicesin 2006.* U.S. service providers exported $12.4 billionin servicesto South
Korea. Among them were South Korea travel to the United States ($2.8 billion)
other transportation, such asfreight services ($2.8 billion); royaltiesand license fees
($2.1 billion); and other private services, such as professiona services, business
services, banking, insurance, and other financial services ($3.8 billion).* However,
thisamount probably undervaluesthetotal volume of U.S. sales of servicesto South
Korea as services are aso sold through three other modes of delivery: by U.S.
companies with a long-term presence in South Korea, by U.S. providers to South
Korean residents located temporarily in the United States; and by U.S. providers
temporarily located in South Korea.

In 2006, the United States imported $8.2 billion in services, including other
transportation ($3.2 billion), U.S. travel to South Korea ($1.4 billion), expenditures
by U.S. military ($1.7 billion), and other travel ($1.0 billion).*” Thisfigure does not
include services sold to U.S. residents by South Korean firms through the other
modes of delivery.

U.S.-South Korean trade in services cuts across several chapters of the KORUS
FTA — Chapter 12 (cross-border trade in services); chapter 13 (financial services);
and Chapter 15 (telecommunications); chapter 11 (foreign investment); among
others. A mgjor U.S. objectiveinthe KORUSFTA negotiationswasto obtain South
K orean commitmentsto reduce barriersto tradeand investment inits services sector,
especialy in professional, financial, and telecommunications services.

In general the two countries would commit to:

e providenational treatment and most-favored-nation trestment to the
services imports from each other;

e promote transparency in the development and implementation of
regulations in services providing timely notice of decisions on
government permission to sell services;

e prohibit limits on market access, such as a caps on the number of
serviceproviders, onthetotal value of servicesprovided, onthetotal
quantity of services provided, and on the total number of persons
that can be employed by services providers;

e prohibit foreign direct investment requirements, such as export and
local content requirements and employment mandates; and

e prohibit restrictions on the type of business entity through which a
service provider could provide a service.

% |bid., 4-1.
% Data obtained from U.S. Department of Commerce. Bureau of Economic Analysis.
 1bid.
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U.S. and South K orean negotiators agreed to several conceptsunder the KORUS
FTA that could apply the agreements provisions to a broad scope of services. The
two countries agreed to the “negative list” approach in making commitments in
services. That is, the KORUS FTA is to apply to al types of services unless
identified as an exception in the relevant annexes. In addition, the commitmentsare
racheted — when new servicesemergein the U.S. or South Korean economies, those
services are automatically covered by the FTA unless identified as an exception; if
either country unilaterally liberalizes ameasurethat it had listed as an exemption, it
isautomatically covered under the FTA. Furthermore, if one KORUS FTA partner
extendspreferential treatment to service providersfromathird country under another
FTA, it isto extend the preferential treatment to its KORUS FTA partner.

The United States sought greater reciprocity in the treatment of professional
services and thereby gain increased access to the South Korean market for U.S.
providers. The United Statesand South K oreaagreed to form aprofessional services
working group to devel op methodsto recognize mutual standardsand criteriafor the
licensing of professional service providers. Under the KORUS FTA, South Korea
would allow U.S. law firmsto establish representative officesin South Koreano later
than two years after the KORUS FTA entered into force. South Korea would also
permit U.S. legal representative offices to establish cooperative operations with a
South Korean firm to handlematters pertai ning to domestic and foreignlegal matters,
and, no later than five years after the agreement’ sentry into force, would allow U.S.
law firms to establish joint ventures with South Korean firms. However, South
Koreawould still reserve the right to restrict the activities of foreign lawyers.

Regarding financial services, under the KORUSFTA, if adomestic provider in
one partner country develops and sells a new financia service in its home market,
providers from the FTA partner country would be able to sell alike service in that
market. The agreement would alow an FTA partner government to impose
restrictions on the sale of financial services by providers from the other partner
country for prudential reasons, for example, to protect investors, depositors, policy
holders, or persons to whom afiduciary duty isowed. The FTA would also permit
either partner government to restrict monetary transfers in order to ensure the
soundness of financial institutions.

The South Korean insurance market is the seventh largest in the world. The
USITC estimates, therefore, that U.S. insurers would be poised to obtain sizeable
gains in aliberalized South Korean services market.® U.S. insurance companies
have been concerned that the state-owned K orea Post and the cooperative insurance
providers — the National Agricultura Cooperative Federation and the National
Federation of Fisheries Cooperative — are not regulated by the Korean Financial
Supervisory Commission or by the Financial Supervisory Service, while both
private-sector foreign and domestic providersare so regulated.® Under the KORUS
FTA, South Koreaagreed that those entitieswoul d be subject to an independent state

% USITC. p. 4-8.

% Office of the United States Trade Representative. 2007 National Trade Estimates Report
—Foreign Trade Barriers. p. 366.
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regulator as opposed to being self-regulated.™® In addition, K orea Post would not be
allowed to offer new insurance products. The two countries would allow a partner
country financial services provider to transfer electronically information from its
territory as necessary in the course of doing business.'® Thisisaprovision that the
U.S. industry highlighted as being particularly important.

In telecommunications services, South Korea would reduce government
restrictions on foreign ownership of South K orean telecommunications companies.
Two years after the KORUS FTA entersinto force, U.S. companies would be able
to own up to 100% of voting shares in domestic South K orean telecommunications
companies, and those companies would be able to own up to 100% of afacilities-
based licensee.’® These provisions do not apply to KT Corporation nor to SL
Telecom Co for which a49% foreign ownership limit would remain. In addition,
each KORUSFTA partner would ensurethat telecommunications providersfromthe
other would have access to and use of its public telecommunications network for
purposes of interconnection under non-discriminatory conditions and would
guarantee dialing portability among other conditions.'®

Those who represent U.S. services providers have been enthusiastic about the
KORUSFTA and have urged itsapproval. Inastatement, Robert Vastine, President
of the Coalition of Services Industries claimed:

We commend Ambassador Schwab and the team of negotiators who secured
significant benefitsfor U.S. services providersinthisagreement.... Korea isakey
market for U.S. service companies, and thisis a very high-quality agreement that
merits swift passage by the Congress because it creates new commercial
opportunities that will support new jobs.'**

Visas. For years, apriority for South Korea has been to convince the United
States to ease restrictions on the issuance of visas for South Korean business
representatives. The visaissue — along with South Korea' s request to be added to
theVisaWaiver program (VWP), whichallowsvisafreetravel for short-termvisitors
— was addressed in discussions outside of the KORUS FTA negotiations. On
October 17, 2008, President Bush announced that South Korea was one of seven
countries that would be admitted into the program in 4-6 weeks.'® With this step,

100 The United States-K orea Free Trade Agreement (KORUSFTA). Report of the Industry
Trade Advisory Committee on Services and Finance Industries (ITAC 10) April 2007.

191 The Free Trade Agreement Between South K oreaand the United States (KORUSFTA).
Chapter 13 (Financial Services) — Confirming Letter.

102 Annex -l (Korea).
103 KORUS FTA Chapter 14 Telecommunications.

104 Coalition of Servicelndustries. Coalition of Servicelndustries Expresses Srong Support
for U.S-Korea FTA; Urges Swift Congressional Passage. Press release. June 30, 2007.

105 \White House Office of the Press Secretary, “ President Bush Discusses the Visa Waiver
Program,” October 17, 2008. South Korea' s path to entry into the VWP was made possible
by reforms of the VWP that were embodied in H.R. 1 (P.L. 110-53), the Implementing the

(continued...)
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the VWPIislikely to no longer beanissuein bilateral relations. South Koreaisone
of the United States' largest sources of foreign visitors. In FY 2007 there were
811,251 short term visitors for business or pleasure from South K orea.'®

General Provisions

The KORUS FTA text contains a number of provisions that cut acrossin many
sectorsin bilateral trade. Many of these provisions have become standard fare and
have become part of the template for FTAsin which the United States participates.

Trade Remedies

Traderemedies, lawsand actionsdesigned to providerelief to domesticindustries
that have been injured or threatened with injury by imports, are regarded by many in
Congress as an important trade policy tool to mitigate the adverse effects of lower
priced imports on U.S. industries and workers.

The three most commonly used trade remedies are antidumping (AD),
countervailing duty (CVD), and safeguard actions. Antidumping (19 U.S.C. §1673
et seqg.) actions provide relief from the adverse impact of imports sold at prices
shown to be less than fair market value, and countervailing duty (19 U.S.C. § 1671
et seq.) actions provide similar relief from goods that have been subsidized by a
foreign government or other public entity. Safeguard actions (19 U.S.C. § 2251 et
seg.) are designed to give domestic industries an opportunity to adjust to new
competition and are triggered by import surges of fairly traded goods. The relief
provided in asafeguard caseisatemporary import duty, temporary import quota, or
a combination of both, while the relief in an antidumping or countervailing duty
action is an additional duty placed on the dumped or subsidized imports. These
actions are authorized by the WTO aslong asthey are consistent with the rights and
obligations of Article XIX of the General Agreement on Tariffsand Trade (GATT)
1994, the WTO Agreement on Safeguards and Countervailing Measures (Subsidies
Agreement), and theWTO Agreement on Implementation of ArticleVI of theGATT
1994 (Antidumping Agreement).*”

Many Members of Congress have expressed support for maintaining and
strengthening U.S. trade remedy lawsin theface of growingimport competition. As
aresult, the preservation of U.S. authority to “enforce rigoroudly itstrade laws’ was

105 (,...continued)
9/11 Commission Recommendations Act of 2007. For more on the U.S. Visa Waiver
Program, see CRS Report RL32221, Visa Waiver Program, by Alison Siskin.

106 Department of Homeland Security, Temporary Admissionsin Yearbook of Immigration
Satistics: 2007 Table 28.

197 For more information, see CRS Report RL32371, Trade Remedies: A Primer, by Vivian
C. Jones.
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aprincipal negotiating objectiveincluded in presidential Trade Promotion Authority
(TPA) in the 107" Congress.'®

According to news reports, the “single most important South Korean demand”
inthe bilateral talks was changesto U.S. antidumping rules.*® This may be due, in
part, to the significant number of U.S. trade remedy cases brought by U.S. industries
on South Korean goods. As of July 15, 2007, antidumping duties were being
collected on 15 South Korean imports (mostly on stainless steel specialty products
such wire rod and pipe fittings), and countervailing duties were being assessed on 5
South Korean products, while South Korea had 2 antidumping measures in place
against U.S. products.™ The U.S. global safeguard cases imposed on steel in
February 2000 (line pipe) and March 2002 (many steel products) also significantly
reduced South K orean steel importsto the United States.*** Of the 13 WTO dispute
resolution complainant cases South Korea has brought to date, seven have been
disputesagainst U.S. traderemedy actions.**? South K oreaisal soamember “ Friends
of Antidumping” group in the WTO Doha Round that insists on implementing
changes to the Antidumping and Subsidies Agreements in any new multilateral
agreement.

In the bilateral negotiations between the United States and South Korea, talks
broke down in early December 2006 when South K orea presented the United States
with alist of specific changesto U.S. antidumping lawson a*“basically” take-it-or-
leave-it basis,**® but in mid-January 2007, South Korean officials softened their
stance after accepting the assurances of U.S. negotiators that Trade Promotion
Authority had granted the Bush Administration only limited flexibility to make
concessions on trade remedy issues.™

108 p| 107-210, Trade Act of 2002, Section 2102(b)(14).

109 “South Korea Retracts Key Demand in Anti-Dumping Rules: Leaked Government
Report,” Yonhap (South Kored), January 19, 2007.

HOYSITC. “Antidumping and Countervailing Duty Orders In Place As of July 20, 2007, by
Country.” Available at [http://www.usitc.gov]. Korea Trade Commission, TR Measures,
available at [http://www.ktc.go.kr/en/kboard_child/list.jsp?bm=86& pg=1].

11 schott, Jeffrey J., Bradford, Scott C., and Moll, Thomas. Negotiating the Korea - United
Sates Free Trade Agreement, Institute for International Economics, June 2006.

12 World Trade Organization dispute settlement statistics, [http://www.wto.org/english/
tratop_e/dispu_e/dispu_by country_e.htm]. South Koreawas one of the complainantsin
the WTO dispute brought against the U.S. safeguard measures on steel, as well as that
against the Continued Dumping and Subsidy Offset Act (“Byrd Amendment”).

113 “Cutler says U.S.-Korea Talks Hit Snag in Three Negotiating Groups, FDA Week,
December 8, 2006. Although the particulars of South Korean demands were not made
public, according to news reports, one of Korea' s demands was to be excluded from the
cumulation of imports used to determine injury in asafeguards case, if its share of imports
into the U.S. are below a certain threshold.

14 “South Korea Retracts Key Demand on Anti-dumping Rules: Leaked Government
Report.” Yonhap, January 19, 2007.
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The KORUS FTA, just asin earlier FTAs the United States has entered into,
proposes that each party to the agreement would retain al rights and obligations
under the WTO agreements— meaning that the trading partnerswould be permitted
to include each other in global safeguard actions (although, asin other FTAS, it does
extend a possible exemption from global safeguard measures to either party if its
imports are not asubstantial cause of seriousinjury) and toimplement AD and CVD
actionsagainst each other. Additionally, asinearlier FTAs, thetraderemediesarticle
would also authorize either party to the agreement to apply atransitional safeguard
measure against imports of the other party if, as the result of the reduction or
elimination of a duty mandated by the agreement, a product is being imported in
increased quantities as to be a substantial cause of serious injury to a domestic
industry that produces a like or directly competitive good.™*

In the case of a safeguard, the party imposing it must provide amutually agreed-
upon amount of compensation. If the parties do not agree, the other party may
suspend concessions on imports of the other party in an amount that hastrade effects
substantially equivalent to the safeguard measure.™'

As such, the agreement does not seem to require any changesto U.S. AD, CVD,
or global safeguard laws, or substantially change administrative proceduresrequired
to implement these actions.**” However, in an apparent departure from previous
FTASs, the KORUSFTA seemsto require afew additional administrative steps prior
to initiation of atrade remedy investigation involving goods from the other party.
First, each party would haveto notify the other if an antidumping petitionisreceived
regarding the other party’ simports, as well as provide an opportunity for a meeting
between the parties before an investigation is initiated."® Additionaly, the party
initiating an AD or CVD investigation would be required to provide written
information regarding its procedures for negotiating a price or quantity undertaking
(known in U.S. law as a suspension agreement’®), and, after a preliminary
affirmative determination is reached, “provide due consideration and adequate
opportunity for consultations regarding proposed price undertakings’ which could
result in suspension of the investigation without imposition of duties provided a
mutually agreeable undertaking is reached.®

115 See Chapter 10, Section A, Article 10.1 Application of a Safeguard Measure and Article
10.5 Global Safeguard Actions.

118 Article 10.4, Compensation.

U7 USITC. U.S Korea Free Trade Agreement: Potential Economy-wide and Selected
Sectoral Effects. Publication 3949, September 2007, p. 6-1.

118 Chapter 10, Section B. Antidumping and Countervailing.

19 CVvD: 19 U.S.C. 1671c; AD: 19 U.S.C. 1673c. Under these statutes, a quantitative
restriction or price offset suspension agreement must completely eliminate the injurious
effect of the dumping or subsidy, must be in the public interest and must be able to be
effectively monitored by U.S. authorities.

120 Chapter 10, Section B. Antidumping and Countervailing Duties, Article 10.7, paragraphs
3and 4.
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The KORUS FTA would a so establish aCommittee on Trade Remedies (which
would meet at least once a year) made up of representatives from each party who
have responsibility for trade remedies matters. Committee functionswould include
enhancing knowledge of the parties’ trade remedy laws and practices, overseeing the
implementation of the trade remedies chapter of the agreement, improving
cooperation between the parties, devel oping educational programs on trade remedy
laws, and providing a forum for exchange of information on trade remedies and
other topics of mutual interest.*

Asdiscussed earlier, theIndustry Trade Advisory Committeeon Steel (ITAC12),
believes that the procedural concessions made on trade remedies could politicize
trade remedy actions, thus possibly weakening U.S. trade laws. In particular, the
ITAC 12 stated that the U.S. AD-CVD investigative process is already transparent
and that the pre-initiation notification and consul tation requirementswoul d delay and
politicizetheprocess.* It also objected to the“ undertakings” provisions, sayingthat
these provisions would encourage the use of suspension agreements and introduce
actions of foreign governments into trade remedy procedures.® (For more
information on the steel industry’s reaction, see discussion in section on “Other
Manufactured 